This paper traces the implications of replacing the estate tax with a basis carry over regime under the income tax. Such changes are likely to level the playing field and generally extend uniform tax treatment to gifts and bequests, spousal bequests and bequests to children, gains realized during life and those held at death, and deaths in community property versus non-community property states, among others. Relative to current law, these changes may have the effect of reducing spousal bequests in favor of direct transfers to the children, and discouraging lifetime gifts in favor of bequests as well as borrowing to finance consumption.
INTRODUCTION
T he year was 1926, exactly 75 years ago, the last time the federal estate tax was slated for repeal. Considerable opposition rose against taxation amidst budget surpluses. In that year, income and estate tax rates were reduced. In the case of the latter, the maximum estate tax rate was reduced from 40 to 20 percent, and 80 percent of the federal estate tax liability was to be credited to the states, up from 25 percent. 1 History may be about to repeat itself. With looming budget surpluses, a number of proposals have called for the scale back, if not outright repeal, of the estate tax.
The current environment is in many ways similar to the one that prevailed 75 years ago. The primary difference is that recent proposals to repeal the estate tax have elements of income tax reform. More specifically, they call for the repeal of step-up in basis under the income tax. A shortcoming of the current income tax is that gains realized during life are subject to tax while those held until death escape taxation. The heirs inherit assets and set the basis equal to the value at death and not to the original basis of the donor. Thus, all gains accrued during life are extinguished and never taxed under the income tax.
Prior to the enactment of the first inheritance tax in 1862, taxes primarily took the form of excise taxes. 2 An income tax was enacted in 1861 to spread the burden of taxation. The federal inheritance tax was introduced in 1862, and re-introduced over the years, as a corrective measure to the income tax, and to extend the reach of the tax system to capital income. These include difficulties in administering the income tax of 1861, enhancement of the progressivity of the tax system without raising income tax rates (Graetz, 1983) , and overtime reflected the need for a backstop to the income tax whereby the inheritance tax reduces the erosion of the income tax base.
Over the years, the income tax base has expanded to the point where the tax accounts for much of the revenues of the federal government. We have come a long way since 1861 or 1916, when the estate tax was enacted. The current income tax is much broader and comprehensive in nature than was the case even several decades ago. While some income sources continue to escape taxation, many of the objectives of the inheritance tax can be accomplished under the income tax. The latter, for instance, can be altered by broadening its base, thereby eliminating the need for the estate tax to act as a backstop. In addition, and if additional tax progression is the objective, income tax rates can be raised in lieu of the estate tax. 3 Choosing between the two taxes, however, is not a simple exercise.
All taxes have efficiency implications as they distort economic behavior. Both income and inheritance taxes distort behavior as they may influence labor supply and saving. If capital income were to be taxed, optimal taxation would require the choice of taxes to reflect their respective deadweight losses. This is no small task especially as both taxes are replete with loopholes and preferential treatments that give rise to excess burden in ways not traditionally accounted for by economists (Feldstein, 1999) . 4 In addition, changes in either tax have direct implications for the yield of the other tax. Other things equal, a decrease in income tax rates, for instance, may lead to greater estate tax revenues. Behavioral effects further complicate the measurement of fiscal consequences.
THE TAX TREATMENT OF TRANSFERS
Capital is taxed under both income and estate taxes under current law. At times these taxes complement one another, and at other times contradict one another. Not only do the treatment of transfers vary between the two taxes, but they also vary within each tax depending on the underlying asset.
Transfer Taxes
The estate tax applies to stocks, bonds, real estate, businesses, some life insurance proceeds, and pension assets, among other assets held at death. Estate expenses, outstanding debts, spousal bequests, and charitable bequests are deductible in computing the taxable estate. At present, the tax is computed by applying to the taxable estate a rate schedule that ranges from 18 to 55 percent (see left panel of Table 1 ), with a surtax of 5 percent that applies to taxable estates between $10 million and $17 million. 5 The tax is reduced by a number of credits in computing the final tax liability. The largest tax credit is the unified credit, which is set at $220,550 in 2001, an amount equivalent to an exemption of $675,000. This is scheduled to increase to $345,800 in 2006, for an exemption of $1,000,000. The right panel of Table 1 shows the phased increase in the credit and its equivalent exemption.
The second largest credit is that for state death taxes. The credit rate ranges from 0 to 16 percent of the federal taxable estate, as shown in Table 2 , but not to exceed the tentative federal tax liability. This has the effect of reducing the maximum statutory federal estate tax rate to 39 percent. At lower levels of wealth, the federal tax is mostly transferred to the states; 100 percent for taxable estates under $727,000 in 2001. 6 The estate tax provides preferential treatment to businesses. In the case of estates where the value of closely held businesses exceeds 35 percent of terminal wealth, the portion of the estate tax liability attributable to the business can be paid in installments over a period of 14 years, with no principle payable in the first 5 years. The interest rate is set at 45 percent of the applicable interest rate, which is defined as the short term applicable fed-eral rate (AFR) plus three percentage points. At an interest rate of 8 percent, for instance, the estate is charged an interest rate of only 3.6 percent, which effectively reduces the estate tax liability for the wealthiest estates by about 30 percent, using a discount rate of 8 percent. 7 In addition, estates with closely held businesses may exclude up to $750,000 of real property used in business or farming. The exclusion applies to the difference between the market value and the capitalized value of income from the property. They may as well take advantage of valuation discounts for minority interest in a property, lack of marketability, or, especially in the case of a publicly held corporation, the adverse effects on the equity value if large blocks of shares were sold to pay the estate tax. 8 Life insurance proceeds are accorded a special treatment. When the policy is 6 See Joulfaian (2000a), Figure 2 , for 2006 law, and additional detail. 7 The interest rate charged on the tax liability attributable to the first million taxable estate is set at 2 percent, which reduces the effective tax rate by 40 percent when also using a discount rate of 8 percent. 8 Other factors, such as the death of a business founder, may also depress the value of the business entity. The tax brackets are stretched out to show the amount of tentative tax equal to the available unified credit in 2001-2006. owned by the insured (decedent), then the proceeds from such a policy are included in the estate and potentially subject to tax. When the policy is owned by someone other than the insured, then the proceeds can be excluded from the estate and escape the estate tax.
As in the case of bequests, lifetime gifts are also subject to tax. The gift tax is integrated with the estate tax, sharing a common tax rate schedule, and unified credit. The tax is computed annually by applying the tax rate schedule to gifts cumulated over life, with a credit for previously paid gift taxes. An unlimited exemption applies to gifts for tuition and medical expenses, in addition to an annual exemption of $10,000 ($20,000 for husband and wife) per donee. 9 A unique feature of the gift tax is that it applies on a tax exclusive basis. To illustrate the implications of this, consider a very wealthy individual facing a tax rate of 0.55. He transfers $100 million to his children and pays $55 million in gift tax, for total transfers of $155 million. The effective tax rate that applies to this transfer is 0.35, or 55/155, and not 0.55 as under the estate where the tax liability would be $85.25 million, or 0.55*155 million. Also in contrast to the estate tax, the gift tax does not provide a credit for state taxes or the installment method to pay gift taxes.
Valuation practices are particularly favorable in the treatment of lifetime transfers of businesses. Fractional transfers of business interest may be accorded minority discounts, which typically reduce the applicable gift tax by about a third. These valuation discounts are also extended to estates when a minority position is held at death. Table 3 provides a profile of estate taxpayers and the extent of the reach of the estate tax. Of the 2.3 million decedents in 1995, about 1.2 percent would have been subject to tax under 2006 law. The computed tax includes federal estate and gift taxes, plus state taxes. The amount of exempted estate, by virtue of the unified credit, is scheduled to increase to one million in 2006. This is equivalent to $760,000 in $1995, adjusted for inflation. Note the fraction of decedents subject to tax may grow rapidly as assets appreciate faster than the inflation rate.
The Income Tax
The income tax, with a progressive rate structure (Table 4) , applies to income from capital, such as interest, dividends, and capital gains, and allows deductions for related expenses. However, the tax code provides a number of exceptions and preferences in taxing income from capital.
Capital gains, for instance, are taxed only when realized. These gains represent the difference between the proceeds from the sale of an asset and the investor's cost of acquiring it, or basis. 10 Until the underlying asset is sold, the accrued gains may continue to grow free of taxes. At death, the heir's basis is set equal to the value of the asset at death, and all accrued gains vanish. When the heir sells the asset, no taxes will apply to past accruals. In contrast, and in the case of gifts, the beneficiary carries over the donor's basis, adjusted for any gift taxes.
The heir's basis is set equal to market value at the date of the donor's death, unless the estate of the latter chooses to use the alternate valuation methods and discounts. 11 In addition, the step up in basis rules do not apply to appreciated property if the heir (or spouse) originally gave the property to the decedent within 1 year before death. In the case of community property states, where husband and wife are each usually considered to own half the community property, the total value of the property, even the part belonging to the surviving spouse, is generally stepped up. 12 Under 760,000 1,000,000 2,500,000 5,000,000 10,000,000 20,000,000 50,000,000 760,000 1,000,000 2,500,000 5,000,000 10,000,000 20,000,000 50,000,000 and over Total By extinguishing accrued gains, the step up in basis provision also freshens the basis used in determining depreciation allowances for the heirs. Thus, the market value of depreciable assets used in business and farm is used to compute depreciation deductions rather than the decedent's adjusted basis. As an example, consider a real estate structure acquired at a cost of $1 million and fully depreciated. The owner's adjusted basis is zero, and no additional deductions are possible. At death the property is valued at $0.5 million. In the presence of step up, the heir employs the latter value ($0.5 million) to determine the depreciation allowances, and not the donor's zero basis. 13 Again, in the case of gifts the carry-over regime prevails, and no additional depreciation deductions are available.
Life insurance proceeds, regardless of who owns the underlying policy, are excluded from income and escape taxation. Some of these policies have a saving component where funds are invested in bonds and stocks. The interest and capital gains from such assets, the inside buildup, are generally also exempt from income taxation.
Contributions to qualified pension and retirement plans are excluded from income taxation. A similar treatment is also extended to the return on such assets. Distributions from such plans are included in income and potentially subject to tax. The primary benefit of these arrangements is that by deferring taxes, they provide for faster accumulation of retirement assets. Such plans include defined benefit and contribution arrangements such as 401(k) and individual retirement accounts (IRA). Roth IRAs also provide similar benefits except that contributions are made in after-tax dollars, but with distributions that are excluded from income taxation. If not consumed during retirement years, the remaining assets become part of the estate. To avoid double taxation, heirs may deduct estate taxes from future distributions.
The Tax Reform Act of 1986 repealed the deductibility of consumer interest expenses. Tax preferences under the income tax, however, continue to create incentives for borrowing. For a simple example, consider an individual with an asset of zero basis. The individual may borrow an amount equal to the full value of the asset, assuming a balloon loan, and consume the proceeds. The individual dies with the asset in the estate. Assuming the return on this asset is identical to the interest rate charged, the proceeds from the asset are used to pay off the loan; no income or estate taxes apply. Alternatively, the individual could have sold the asset before death, a move that would have reduced his consumption by the amount of capital gains taxes.
The progressive rate structure of the income tax may enhance incentives for intra-family transfers. This was recognized in 1924, not too long after the en- 13 In this example, $0.5 million in accrued gains escape taxation. (2001) actment of the income and estate taxes. 14 In the case of a parent in a high tax bracket, for instance, transfers to children in lower tax brackets might be considered as part of a tax minimizing estate-planning strategy. The potential benefits, however, are limited by the narrowness of the tax schedule bands (see Table 4 ).
The above features of current estate and income taxes are summarized in Table 5 . In a nutshell, and under the estate tax, an individual is better off dying owning a business or a farm, having someone else own the insurance policy on his life, making bequests to his wife rather than directly to his children, or transferring cash to his children during life than after death.
Under the income tax, an individual is better off bequeathing appreciated assets than selling or transferring them during life. They are also better off owning (cash value) life insurance policies, than holding taxable portfolios directly. Because of the deferral benefit, they are also better off contributing to qualified retirement plans, and borrowing against their appreciated assets than liquidating them. More importantly, they are better off dying in a community property state.
Proposed Law
The President's Fiscal year 2002 Tax Relief Proposals (Department of the Treasury, 2001) call for the phase-out the estate tax over a number of years. After the estate tax expires, the income tax is modified by repealing the step-up in basis provision of the tax code. Under the new carryover regime, an addition to basis of $1.3 million is made available to each es- tate. This is designed to reflect the sum of the $1 million exemption available by virtue of the unified credit and the $300,000 deduction available for family businesses (QFOBI). In addition, spousal bequests are accorded an additional $3 million in additional basis. Thus, husband and wife in effect may exclude up to $5.6 million in accrued gains free of tax to their children.
In the case of gifts, the proposed regime is identical to that under current law; the donee carries over the donor's adjusted basis. 15 In order to minimize tax avoidance under the proposed regime, bequests of assets received as gifts within three years of death are accorded basis carryover. This expands the current law one-year restriction on step up. In the absence of this provision, individuals may make gifts to their ailing friends and relatives who bequeath them right back, with a stepped up basis (limited to allowed addition to basis). Table 6 provides figures on the number of estate and gift tax returns filed in 1998. Table 7 provides statistics on the size of the population and the number of deaths to put these estimates in perspective. Given the delay in filing tax returns, for the most part these reflect deaths and gifts made in 1997. The filing threshold for this period was $600,000 for the estate tax and $10,000 per donee for the gift tax.
TAX REFORM IMPLICATIONS
About 100,000 estate tax returns were filed in 1998. These represent about 5 percent of total deaths. In general, less than half report federal taxable estates, or about While the filing requirements of the new regime may not be much different than those of current law, the same cannot be said of the tax consequences as both the tax base and rates are altered. The benefits of estate tax repeal are not too difficult to identify, as the size of wealth and the general attributes of current taxpayers are generally well known. The partial repeal of step up, however, reduces such benefits. At the most basic level, we have a trade-off between maximum tax rates of 55 and 25 percent (state and federal).
For someone with an asset valued at $100 million with zero basic, the combined state and federal estate tax liability is about $55 million compared to a maximum of $25 million in capital gains taxes if the estate or the heirs were to sell the asset immediately after death. To the extent that the heirs hold on to the asset, the more likely scenario, the effective tax rate is reduced. 16 The fact that realizing capital gains is a voluntary act makes it rather difficult to gauge the effects of simultaneous repeal of estate tax and step up in basis. In the case of business assets and real estate not traded, however, the income tax offset may take the form of reduced depreciation deductions and is immediately felt. In the above example, if residential rental real estate were the underlying asset, for instance, then the heirs will report zero depreciation deductions as the donor had There is little doubt that many would benefit from the rate reduction (from 0.55 to roughly 0.25), as well as the non-taxation of cash (or equivalent) under the proposed plan. For some, however, the tax saving might be small if not negative. Under current law, for instance, a surviving spouse may receive unlimited bequests free of estate taxes and fully stepped up. If the spouse consumes the proceeds, no income tax applies. Under the proposal, only $3 million (plus cash) can be shielded from taxation. Of course, if the spouse simply transfers the underlying assets to the children, then the tax savings can be significant.
Another example are those who are highly leveraged. For example, an individual may borrow against appreciated assets, and consume the proceeds. At death, the outstanding debts offset an equal amount of the taxable estate, and the step-up provision eliminates capital gains taxes. Under the proposal, the appreciation may escape taxation but only to the extent allowed by the addition to basis. The bottom panel of Table 5 provides a summary of the potential effects of the proposed changes. An expanded discussion on some of these effects is provided below. 17
Spousal Bequests
A number of factors influence individual choices in the division of bequests among the heirs. Most state statutes grant the surviving spouse the right for some fraction of the estate, usually about a third. Of course, spousal bequests may also be explained by the joy of giving, and concern over a loved one. In the presence of the unlimited marital deduction, however, tax savings may induce individuals to make transfers to their spouses. These bequests are free of the estate tax, and are stepped up in case of transfers of appreciated assets. Thus, it should come as no surprise that the bulk of the estate of married decedents is transferred to the surviving spouse.
A sizeable share of spousal bequests takes the form of spousal trusts such as QTIPs, primarily created for the benefit of children. Indeed, and as demonstrated in Table 8 , based on 1995 data, the share of the spousal bequests (or marital deduction) that actually goes to the spouse is 60 percent, a fraction which declines with wealth; it is less than 15 percent for decedents with wealth in excess of $50 million. There is little doubt that in the absence of the estate tax, much of these bequests would have gone directly to the children. Much of these arrangements would not take place if the estate tax were abolished.
The Treatment of the Surviving Spouse
A particularly interesting feature of the income tax is that community property is accorded step up not only on the share of the deceased but also on the share of the surviving spouse. With repeal of step up, the accrued gains components of assets held by the latter are not extinguished; the $3 million exemption applies to spousal bequests of the deceased only. This levels the playing field and applies a uniform tax treatment to married individuals regardless of the state of residence.
Consider a married couple residing in California with $100 million in community property. The estate of the husband, the first to die, is worth $50 million, which might be subject to the estate tax and is fully stepped up. Regardless of how this estate is disposed of, the surviving spouse's assets of $50 million are also stepped up even though she is still alive. She may dispose of her assets free of capital gains taxes. In contrast, if this couple were New York residents with jointly owned property of $100 million, the surviving spouse would have been subject to state and federal capital gains taxes at the sale of her assets. The effects of the repeal of step up, however, are not limited to estate tax filers. The same outcome would be observed even if the size of the jointly owned property were one million or $100,000. Table 7 provides figures on the number of deaths by states. About a quarter of all death occur in community property states. Married decedents roughly account for half of these deaths. This suggests that some 280,000 individuals, surviving spouses, would no longer benefit from step up on their own assets.
Gifts vs. Bequests
As stated earlier, and given that gifts are taxed on a tax exclusive basis, the current estate tax creates incentives for inter-vivos gifts. In contrast, and because they are accorded a basis carryover, the income tax discourages gifts of appreciated assets. The net effect of these two taxes is that, at least in the case of cash, gifts are superior to bequests. See Joulfaian (2000b) for an expanded discussion.
The price of gifts of cash, relative to bequests, is (1 -e) (1 + g) , where e and g are the estate and gift tax rates, respectively. 18 At a tax rate of 0.55, the price is 0.69. With the repeal of the estate and gift tax, the price drops to 1, eliminating the tax incentives for inter-vivos transfers.
In the case of appreciated assets, the repeal of the estate tax and step up would significantly reduce tax motivated gifts. The repeal of the estate tax alone, however, would make gifts unattractive as they continue to be accorded basis carryover while bequests continue to enjoy step up. 19
Gifts to Beneficiaries in Lower Income Tax Brackets
The difference in the tax rates of parents and children is often cited as an additional incentive for making gifts. The tax savings from such a strategy, however, are limited. As discussed earlier, gifts of appreciable assets, unlike bequests, are accorded a carryover basis. The compressed rate structure applied to trusts eliminates much of the potential difference between the marginal tax rates of the donor and those facing a trust created for the benefit of children (see Table 4 ). In addition, children under the age of 14 are taxed at their parents' tax brackets; they are subject to the kiddie tax, introduced by the Tax Reform Act of 1986. This also overlooks the fact that many of the wealthy are tax savvy and may report artificially low incomes and face low tax rates (see Table 9 ). Bernheim (1987) , however, continues to point to the benefits of such transfers.
Even if one were to make the case that the children face lower tax rates than their parents, the repeal of the estate tax is bound to make gifts less attractive. Consider an individual who holds an asset, say $1 in cash or equivalent, and wishes to bequeath it to his children in year n. Then the amount the heirs would receive under current law is:
where r is the rate of return, t p is the parent's income tax rate, and e the estate tax rate. Alternatively, the parent may transfer the asset in year zero and pay a gift tax. The amount of wealth held by the children in year n would be:
where t c is the children's income tax rate, and g the gift tax rate which applies on a tax exclusive basis.
Dividing [2] by [1] yields a measure of the attractiveness of making gifts. This yields:
When t p = t c , [3] becomes 1/[(1 -e) (1 + g)], or the inverse of the price of gifts relative to bequests. When [3] is greater than 1, gifts are superior. Assuming e = g = 0.55 as under current law, and uniform income tax rates, [3] is equal to 1/0.6975 = 1.43; gifts are superior.
In the absence of estate and gift taxes, equations [1] through [3] become:
Dividing [3′] by [3] yields a measure of the relative attractiveness of gifts under the two regimes. If the measure is greater than 1, gifts are more attractive under proposed law, and vice versa. This measure yields (1 -e)(1 + g) which is always less than one regardless of the wedge between parent-child income tax rates; gifts are less attractive under proposed law, even though they might be superior to bequests under both regimes when t p > t c . Any remaining incentives are further reduced by proposed reductions in income tax rates.
Debts
The treatment of capital gains realizations also has implications for borrowing. Individuals may avoid paying capital gains taxes by borrowing against their assets. As alluded to earlier, the step up in basis provision enables individuals to consume their leveraged wealth without having to dispose of the underlying assets during life. At death, assets may be sold to settle debts and would not be subject to capital gains taxes. To the extent that the estate tax applies to assets net of liabilities, there will be no estate tax consequences.
With repeal of step up, a number of individuals who are highly leveraged may not significantly benefit from the proposed estate tax repeal. Given the age and wealth of estate tax decedents, it should come as no surprise that the majority of estates leave behind little in debts. But, and These are preliminary figures based on a matched sample of income tax returns for tax year 1997 and the universe of gift tax returns filed in 1998 (tax year 1997).
as demonstrated in Table 10 , there are some who are highly leveraged and who will be severely impacted by repeal of step up.
Life Insurance Ownership
Life insurance proceeds and the inside buildup are generally not subject to the income tax. In addition, and if the insured forgoes the ownership of policies, then proceeds also escape the estate tax. The combined tax savings create significant incentives to invest in life insurance.
Tax advantages are in part offset by the load faced by the insured, liquidity concerns, and most importantly the reluctance to give up ownership and control. Over one-half of estate tax decedents report life insurance proceeds in their estates. In contrast, slightly more than 10 percent report insurance proceeds not included in their estate (see Table 11 ). The less wealthy are more likely to report included proceeds, while the opposite is true for the most wealthy.
The repeal of the estate tax will eliminate the need to purchase life insurance to shelter transfers. The income tax savings, however, remain in effect. While the combined tax benefits diminish significantly for some, ownership of life insurance directly becomes relatively more attractive particularly after the repeal of step up. It is difficult to gauge the net effect of these incentives.
CONCLUSION
Aside from revenue considerations, choosing between the current income and estate taxes is not an easy task. Both taxes have special preferences that can only amplify the distortions resulting from taxing capital. The present estate tax is at best characterized as a system with high marginal tax rates that apply to a narrow base. Not to be outdone, the income tax treatment of accrued gains and step up insures legal avoidance of much of capital gains taxation.
Many wealth-holders have arranged their finances to take advantage of current rules. Undoubtedly, the proposed tax regime will have different effects on these individuals and lead them to alter their financial arrangements. Proposed changes are likely to level the playing field and generally extend uniform tax treatment to gifts and bequests, spousal bequests and bequests to children, gains realized during life and those held at death, and deaths in community property versus non-community property states, among others. Relative to current law, these changes may have the effect of reducing spousal bequests in favor of direct transfers to the children, and discouraging lifetime gifts in favor of bequests as well as borrowing to finance consumption.
Harmonization between the income and estate taxes, both in rates and tax base, is lacking under current law. The repeal of the estate tax and step up may achieve some tax harmony objectives, and reduce the need for the estate tax to act as a backstop to the income tax. Taxing capital, however, is not an easy task, and policy makers should not overlook the ingenuity of taxpayers in exploiting many of the features of the proposed changes to tax code.
